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Dear Friend, 
The objective of the Monthly Read is to provide our members and friends a quick one-hour overview of the most interesting recent news items in private equity investing, technology and healthcare.  All volumes of the Monthly Read are archived at our web site (http://www.wnyventure.com/).

November 2003’s Monthly Read
 
What to expect from angel networks
Ten years ago, access to individuals who invest in early-stage companies — commonly called "angel" investors — was hard to come by for entrepreneurs seeking such financing. These days, however, the angel investing landscape has changed.

Kauffman Foundation Gives Voice to Angel Organizations
In 2002, angels invested $15.7 billion in entrepreneurial businesses in the U.S., according to the Center for Venture Research. Yet - until now - there was no organization to establish best practices or collect data on how to maximize the performance of groups of angel investors.

US Trade Deficit – Warren Buffett
I'm about to deliver a warning regarding the U.S. trade deficit and also suggest a remedy for the problem. 


Entrepreneurs needed to make items from life science research
Can an old factory town like Buffalo really change its stripes?

Geographic Network Effects
In essence, smart entrepreneurial people like to hang out with other smart entrepreneurial people. And whereas Cleveland was the center of cutting edge technology at the turn of the 20th century, these days it's Seattle, Austin and Silicon Valley.

Term Sheet For Convertible Promissory Notes
For companies that are not yet cash flow positive and are in early or expansion stages of growth, debt-like facilities or leverage can take on several forms, each of which will be explored in this chapter.


 Regards,


The WNY Venture Association Team
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What to expect from angel networks 
By William H. Payne, Ewing Marion Kauffman Foundation

Reprinted courtesy of EntreWorld.org
Ten years ago, access to individuals who invest in early-stage companies — commonly called "angel" investors — was hard to come by for entrepreneurs seeking such financing. These days, however, the angel investing landscape has changed. As angel investors increasingly pool their funds or connect in networks, they are becoming more accessible. 

That is good news for today's company builders. The bad news, however, is that the process of securing such funding remains as tedious and as inefficient as it always has been. 

I should know. I was an entrepreneur myself, having been involved in the launch of a half dozen businesses, including Solid State Dielectrics, Inc. which I started with a partner in 1971 and sold 11 years later to E. I. DuPont Nemours. Since then, I've become an angel investor, having put money into some 25 fledgling ventures. In short, I know the ins and outs of dealing with angels from both sides of the table. 

A different landscape 
For today's entrepreneurs, the different landscape provides opportunities that might not have existed in the past. While "angel" investors — exited entrepreneurs and experienced business people who have the TIME and MONEY to put into early-stage companies — have always been a part of the entrepreneurial scene, they are now breaking down into sub-categories. Some, called "lone rangers," prefer to invest alone or with a small informal group. 

Others, namely "angel funds," pool their resources and invest collectively, in a sort of "one for all, all for one" approach determined by a vote of the majority. Finally, there are the "angel networks," whose members study companies as a group and consult among themselves about attractive opportunities but make individual investment decisions. Usually, only a fraction of the total network invests in any one company. 

As an angel investor, I have been involved in all of these formats. However, I prefer operating as part of a network for two reasons. The first is that I like to pick and chose the companies in which I put my money while at the same time benefiting from access to the perspective of like-minded colleagues. Secondly, and as importantly, I've found that angels linked in networks are likely to take an active role in the companies in which they invest, as opposed to becoming passive investors, as is often the case with investors utilizing pooled funds. 

Some things never change 
Similarly, angel networks work well for entrepreneurs, and not only because of their accessibility. Before I delve into the reasons, however, let me start with a primer about when company founders should seek angel financing. The key is that the company shouldn't be too young. Funding for the start up still at the kitchen table — called "pre-seed" money — is the province of an entrepreneur's family and friends, and, undoubtedly, his or her personal resources. 

Angel financing, on the other hand, comes into the picture when the entrepreneur has a management team in place, or has team members waiting in the wings; a product ready for the marketplace, or a least a prototype that can be demonstrated to customers; and finally, customers or potential customers who have expressed interest in buying the product. 

Angel investors are looking to invest in companies with the potential to grow to at least $30 million, and preferably much more. Why? Angel investing is a risky business. These investors must be assured of a return of, say, 25% to 30% a year. At the same time, they have calculated that nine out of every 10 investments they make will fail. The one company that makes it, therefore, needs to be a wild success. 

If only one investment out of 10 is expected to be a winner — and the investor doesn't know which it will be — then it follows that each investment must have the potential to provide a huge return on the investment to achieve the expected angel portfolio upside. (My own rule of thumb is that each angel investment must have the potential to provide a 30 times ROI in five years.) In angel circles, this means that "scalable equals fundable," a maxim about angel financing that entrepreneurs need to keep uppermost in their minds when approaching angels. 

Finding angel networks 
OK, you qualify, so now what? First, zero in on the angel networks, which got their start in the mid 1990s and are much more accessible than individuals. Formerly, finding angels was a matter of "trial by fire." These individuals hid from entrepreneurs because they only wanted to engage with a small number of companies each year. 

These days, angel networks are easy to find, with their information prominently displayed on Web sites. Some have affinity links to particular types of entrepreneurs, such as women or African-Americans. Better yet, most tend to invest in companies located within an hour's drive of their headquarters, so founders can work the local community and approach them personally. 

Contacts can also be made through knowledgeable professionals, such as local accountants and bankers who serve young companies, other entrepreneurs, venture clubs, or even the technology-transfer centers at research universities. 

Walking the talk 
When approaching angel networks, understand that there is a process by which the investors decide which investments to make. Entrepreneurs need to familiarize themselves with the process, which for most angel networks breaks down along the following lines: 

Application:
Angel investors know exactly what documents they want to review at the initial stage (and it is not likely a 60-page business plan, at least not initially.) Now that networks have formed, a list of this information is readily available on Web sites or from the gatekeeper of the local group. Be scrupulous about assembling just what the group wants on the application form, a process that generally takes applicants a week or two to complete. 

Pre-screening:
When the angel group gets a completed application, one or two of its staff or members takes a quick look at the all of the plans received and returns applications that are incomplete, don't meet the organization's minimum requirements, or do not comply with the investing preferences of the organization. Expect one or two weeks for the pre-screening process to run its course. 

Screening:
Once an application has been accepted for more review, a small group of staff and angels who are members of the network meet with the entrepreneur to review and further define the opportunity. If the entrepreneur passes muster at this stage, the network selects a "champion" for the opportunity, creates a committee and begins due diligence. In general, only 10% to 25% of all entrepreneurs who apply reach this stage, which is usually completed within another one to three weeks. 

Due diligence:
At the critical due diligence phase, a team from the network is assembled, consisting of members interested in investing and specialists with knowledge of the industry under consideration. The objective is to validate the business plan, including the management team, market opportunity and amount of funding required, and to negotiate a term sheet, thus placing a value on the investment. A further cut is made: only 10% to 20% of the companies that reach this stage are actually funded, and the process can continue for a little as two weeks or as many as three months. 

Investment meeting:
Once the network has negotiated a term sheet, the entrepreneur is invited to make his or her pitch at an investment meeting of all members of the angel organization. Commonly, the leader of the due diligence team introduces the entrepreneur; a question-and-answer session follows the founder's presentation; and members are invited to sign up for subsequent meeting with the entrepreneur. Such investment meetings are usually held every month or two. 

The final cut 
With a process from application to investment that is seldom less than three months and often as many as six, the flourishing of angel networks has hardly stripped away all of the tedium and pain involved in securing such financing. But the much greater accessibility afforded by the gathering of angels into networks has smoothed the way for today's entrepreneurs. 

The lucky few that make the final cut, moreover, gain much more than funding. They get an accessible group of knowledgeable business people who are eager to take an advisory role in the company, sit on the board of directors, or serve as informal mentors. That, too, can be a blessing and a curse, say the company founders who have availed themselves of financing from angel networks. But that's another story.
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First Network for Angel Investing Groups Formed; Kauffman Foundation Gives Voice to Angel Organizations 

KANSAS CITY, Mo.--(BUSINESS WIRE)--Nov. 11, 2003--In 2002, angels invested $15.7 billion in entrepreneurial businesses in the U.S., according to the Center for Venture Research. Yet - until now - there was no organization to establish best practices or collect data on how to maximize the performance of groups of angel investors. 

The new Angel Capital Alliance, sponsored by the Kauffman Foundation of Kansas City, has been endorsed by 46 angel capital organizations throughout the U.S. and Canada with many other angel groups interested in membership. 

"Access to capital is a big hurdle for entrepreneurs, and we're trying to lower it," said Carl Schramm, president and CEO of the Kauffman Foundation. "While the flow of formal venture capital is important to our economy, only a very small percentage of entrepreneurs receive VC funding. We intend for this alliance to help entrepreneurs and investors alike by increasing awareness and availability of angel funding and establishing enhanced standards for investment practices." 

Approximately one in 10 start-up or early-stage companies in the U.S. receive equity capital from angel investors. Angel investors, on an individual basis or through groups, may invest up to 90 percent of the independent equity that early-stage businesses receive. Angel organizations are important because they help individual investors combine their funds with other angels, lead to better investing practices as members learn from one another, and make investors more accessible to entrepreneurs as groups publicize their existence in their communities. 

"The Angel Capital Alliance builds on a trend in equity investment, in which more and more individual angel investors are working together. The number of angel groups in the U.S. has tripled since 1999, but they have not had a platform in which to network and learn from each other," said Marianne Hudson, manager of the angel investing initiative at the Kauffman Foundation. 

The Angel Capital Alliance will enhance angel group practices, which may lead to increased and better investments in early-stage entrepreneurial companies. As a hub for angel organizations, it will: 

-- outline and share best practices for angel organizations; 

-- develop industry benchmarks for success; 

-- advise members on processes and relationships with entrepreneurs; 

-- assist in the development of needed data and research on angel investing, 

-- create and maintain a vibrant Web portal; 

-- promote regional collaboration among angel groups, encouraging joint investment; and 

-- encourage individual angel investors to join angel organizations. 

The Angel Capital Alliance grew out of a national, organic movement. The association was formed after the Kauffman Foundation sponsored a series of "Angel Organization Summits" in 2002 and 2003, which attracted representatives from more than 80 angel groups. 

"Angel investors have supported entrepreneurs for decades," said James Geshwiler, managing director of CommonAngels LLC in Boston. "The economic conditions of the past five years, however, have highlighted that being a good investor and supporter of new companies requires attention, discipline and continuous improvement. Angel groups have been growing as a way to institutionalize these processes - and Angel Capital Alliance takes that a step further, sharing experiences at a national level." 

The Ewing Marion Kauffman Foundation of Kansas City works with partners to advance entrepreneurship in America and improve the education of children and youth. The Kauffman Foundation was established in the mid-1960s by the late entrepreneur and philanthropist Ewing Marion Kauffman. Information about the Kauffman Foundation is available at www.kauffman.org.

Sunday, October 26, 2003

By Warren E. Buffett

I'm about to deliver a warning regarding the U.S. trade deficit and also suggest a

remedy for the problem. But first I need to mention two reasons you might want

to be skeptical about what I say. To begin, my forecasting record with respect to

macroeconomics is far from inspiring. For example, over the past two decades I

was excessively fearful of inflation. More to the point at hand, I started way back

in 1987 to publicly worry about our mounting trade deficits—and, as you know,

we've not only survived but also thrived. So on the trade front, score at least one

"wolf" for me. Nevertheless, I am crying wolf again and this time backing it with

Berkshire Hathaway's money. Through the spring of 2002, I had lived nearly 72

years without purchasing a foreign currency. Since then Berkshire has made

significant investments in—and today holds—several currencies. I won't give you

particulars; in fact, it is largely irrelevant which currencies they are. What does

matter is the underlying point: To hold other currencies is to believe that the

dollar will decline.

Both as an American and as an investor, I actually hope these commitments

prove to be a mistake. Any profits Berkshire might make from currency trading

would pale against the losses the company and our shareholders, in other

aspects of their lives, would incur from a plunging dollar.

But as head of Berkshire Hathaway, I am in charge of investing its money in

ways that make sense. And my reason for finally putting my money where my

mouth has been so long is that our trade deficit has greatly worsened, to the

point that our country's "net worth," so to speak, is now being transferred abroad

at an alarming rate.

A perpetuation of this transfer will lead to major trouble. To understand why, take

a wildly fanciful trip with me to two isolated, side-by-side islands of equal size,

Squanderville and Thriftville. Land is the only capital asset on these islands, and

their communities are primitive, needing only food and producing only food.

Working eight hours a day, in fact, each inhabitant can produce enough food to

sustain himself or herself. And for a long time that's how things go along. On

each island everybody works the prescribed eight hours a day, which means that

each society is self-sufficient.

Eventually, though, the industrious citizens of Thriftville decide to do some

serious saving and investing, and they start to work 16 hours a day. In this mode
they continue to live off the food they produce in eight hours of work but begin

exporting an equal amount to their one and only trading outlet, Squanderville.

The citizens of Squanderville are ecstatic about this turn of events, since they

can now live their lives free from toil but eat as well as ever. Oh, yes, there's a

quid pro quo—but to the Squanders, it seems harmless: All that the Thrifts want

in exchange for their food is Squanderbonds (which are denominated, naturally,

in Squanderbucks).

Over time Thriftville accumulates an enormous amount of these bonds, which at

their core represent claim checks on the future output of Squanderville. A few

pundits in Squanderville smell trouble coming. They foresee that for the

Squanders both to eat and to pay off—or simply service—the debt they're piling

up will eventually require them to work more than eight hours a day. But the

residents of Squanderville are in no mood to listen to such doomsaying.

Meanwhile, the citizens of Thriftville begin to get nervous. Just how good, they

ask, are the IOUs of a shiftless island? So the Thrifts change strategy: Though

they continue to hold some bonds, they sell most of them to Squanderville

residents for Squanderbucks and use the proceeds to buy Squanderville land.

And eventually the Thrifts own all of Squanderville.

At that point, the Squanders are forced to deal with an ugly equation: They must

now not only return to working eight hours a day in order to eat—they have

nothing left to trade—but must also work additional hours to service their debt

and pay Thriftville rent on the land so imprudently sold. In effect, Squanderville

has been colonized by purchase rather than conquest.

It can be argued, of course, that the present value of the future production that

Squanderville must forever ship to Thriftville only equates to the production

Thriftville initially gave up and that therefore both have received a fair deal. But

since one generation of Squanders gets the free ride and future generations pay

in perpetuity for it, there are—in economist talk—some pretty dramatic

"intergenerational inequities."

Let's think of it in terms of a family: Imagine that I, Warren Buffett, can get the

suppliers of all that I consume in my lifetime to take Buffett family IOUs that are

payable, in goods and services and with interest added, by my descendants. This

scenario may be viewed as effecting an even trade between the Buffett family

unit and its creditors. But the generations of Buffetts following me are not likely to

applaud the deal (and, heaven forbid, may even attempt to welsh on it).

Think again about those islands: Sooner or later the Squanderville government,

facing ever greater payments to service debt, would decide to embrace highly

inflationary policies—that is, issue more Squanderbucks to dilute the value of

each. After all, the government would reason, those irritating Squanderbonds are
simply claims on specific numbers of Squanderbucks, not on bucks of specific

value. In short, making Squanderbucks less valuable would ease the island's

fiscal pain.

That prospect is why I, were I a resident of Thriftville, would opt for direct

ownership of Squanderville land rather than bonds of the island's government.

Most governments find it much harder morally to seize foreign-owned property

than they do to dilute the purchasing power of claim checks foreigners hold. Theft

by stealth is preferred to theft by force.

So what does all this island hopping have to do with the U.S.? Simply put, after

World War II and up until the early 1970s we operated in the industrious

Thriftville style, regularly selling more abroad than we purchased. We

concurrently invested our surplus abroad, with the result that our net

investment—that is, our holdings of foreign assets less foreign holdings of U.S.

assets—increased (under methodology, since revised, that the government was

then using) from $37 billion in 1950 to $68 billion in 1970. In those days, to sum

up, our country's "net worth," viewed in totality, consisted of all the wealth within

our borders plus a modest portion of the wealth in the rest of the world.

Additionally, because the U.S. was in a net ownership position with respect to the

rest of the world, we realized net investment income that, piled on top of our

trade surplus, became a second source of investable funds. Our fiscal situation

was thus similar to that of an individual who was both saving some of his salary

and reinvesting the dividends from his existing nest egg.

In the late 1970s the trade situation reversed, producing deficits that initially ran

about 1% of GDP. That was hardly serious, particularly because net investment

income remained positive. Indeed, with the power of compound interest working

for us, our net ownership balance hit its high in 1980 at $360 billion.  Since then, however, it's been all downhill, with the pace of decline rapidly

accelerating in the past five years. Our annual trade deficit now exceeds 4% of

GDP. Equally ominous, the rest of the world owns a staggering $2.5 trillion more

of the U.S. than we own of other countries. Some of this $2.5 trillion is invested in

claim checks—U.S. bonds, both governmental and private—and some in such

assets as property and equity securities.

In effect, our country has been behaving like an extraordinarily rich family that

possesses an immense farm. In order to consume 4% more than we produce—

that's the trade deficit—we have, day by day, been both selling pieces of the farm

and increasing the mortgage on what we still own.

To put the $2.5 trillion of net foreign ownership in perspective, contrast it with the

$12 trillion value of publicly owned U.S. stocks or the equal amount of U.S.

residential real estate or what I would estimate as a grand total of $50 trillion in
national wealth. Those comparisons show that what's already been transferred

abroad is meaningful—in the area, for example, of 5% of our national wealth.

More important, however, is that foreign ownership of our assets will grow at

about $500 billion per year at the present trade-deficit level, which means that

the deficit will be adding about one percentage point annually to foreigners' net

ownership of our national wealth. As that ownership grows, so will the annual net

investment income flowing out of this country. That will leave us paying everincreasing dividends and interest to the world rather than being a net receiver of them, as in the past. We have entered the world of negative compounding— goodbye pleasure, hello pain.

We were taught in Economics 101 that countries could not for long sustain large,

ever-growing trade deficits. At a point, so it was claimed, the spree of the

consumption-happy nation would be braked by currency-rate adjustments and by

the unwillingness of creditor countries to accept an endless flow of IOUs from the

big spenders. And that's the way it has indeed worked for the rest of the world, as

we can see by the abrupt shutoffs of credit that many profligate nations have

suffered in recent decades.

The U.S., however, enjoys special status. In effect, we can behave today as we

wish because our past financial behavior was so exemplary—and because we

are so rich. Neither our capacity nor our intention to pay is questioned, and we

continue to have a mountain of desirable assets to trade for consumables. In

other words, our national credit card allows us to charge truly breathtaking

amounts. But that card's credit line is not limitless.

The time to halt this trading of assets for consumables is now, and I have a plan

to suggest for getting it done. My remedy may sound gimmicky, and in truth it is a

tariff called by another name. But this is a tariff that retains most free-market

virtues, neither protecting specific industries nor punishing specific countries nor

encouraging trade wars. This plan would increase our exports and might well

lead to increased overall world trade. And it would balance our books without

there being a significant decline in the value of the dollar, which I believe is

otherwise almost certain to occur.

We would achieve this balance by issuing what I will call Import Certificates (ICs)

to all U.S. exporters in an amount equal to the dollar value of their exports. Each

exporter would, in turn, sell the ICs to parties—either exporters abroad or

importers here—wanting to get goods into the U.S. To import $1 million of goods,

for example, an importer would need ICs that were the byproduct of $1 million of

exports. The inevitable result: trade balance.

Because our exports total about $80 billion a month, ICs would be issued in

huge, equivalent quantities—that is, 80 billion certificates a month—and would

surely trade in an exceptionally liquid market. Competition would then determine
who among those parties wanting to sell to us would buy the certificates and how

much they would pay. (I visualize that the certificates would be issued with a

short life, possibly of six months, so that speculators would be discouraged from

accumulating them.)

For illustrative purposes, let's postulate that each IC would sell for 10 cents—that

is, 10 cents per dollar of exports behind them. Other things being equal, this

amount would mean a U.S. producer could realize 10% more by selling his

goods in the export market than by selling them domestically, with the extra 10%

coming from his sales of ICs.

In my opinion, many exporters would view this as a reduction in cost, one that

would let them cut the prices of their products in international markets.  Commodity-type products would particularly encourage this kind of behavior. If

aluminum, for example, was selling for 66 cents per pound domestically and ICs

were worth 10%, domestic aluminum producers could sell for about 60 cents per

pound (plus transportation costs) in foreign markets and still earn normal

margins. In this scenario, the output of the U.S. would become significantly more

competitive and exports would expand. Along the way, the number of jobs would

grow.

Foreigners selling to us, of course, would face tougher economics. But that's a

problem they're up against no matter what trade "solution" is adopted—and make

no mistake, a solution must come. (As Herb Stein said, "If something cannot go

on forever, it will stop.") In one way the IC approach would give countries selling

to us great flexibility, since the plan does not penalize any specific industry or

product. In the end, the free market would determine what would be sold in the

U.S. and who would sell it. The ICs would determine only the aggregate dollar

volume of what was sold.

To see what would happen to imports, let's look at a car now entering the U.S. at

a cost to the importer of $20,000. Under the new plan and the assumption that

ICs sell for 10%, the importer's cost would rise to $22,000. If demand for the car

was exceptionally strong, the importer might manage to pass all of this on to the

American consumer. In the usual case, however, competitive forces would take

hold, requiring the foreign manufacturer to absorb some, if not all, of the $2,000

IC cost.

There is no free lunch in the IC plan: It would have certain serious negative

consequences for U.S. citizens. Prices of most imported products would

increase, and so would the prices of certain competitive products manufactured

domestically. The cost of the ICs, either in whole or in part, would therefore

typically act as a tax on consumers.

That is a serious drawback. But there would be drawbacks also to the dollar

continuing to lose value or to our increasing tariffs on specific products or
instituting quotas on them—courses of action that in my opinion offer a smaller

chance of success. Above all, the pain of higher prices on goods imported today

dims beside the pain we will eventually suffer if we drift along and trade away

ever larger portions of our country's net worth.

I believe that ICs would produce, rather promptly, a U.S. trade equilibrium well

above present export levels but below present import levels. The certificates

would moderately aid all our industries in world competition, even as the free

market determined which of them ultimately met the test of "comparative

advantage."

This plan would not be copied by nations that are net exporters, because their

ICs would be valueless. Would major exporting countries retaliate in other ways?

Would this start another Smoot-Hawley tariff war? Hardly. At the time of Smoot-

Hawley we ran an unreasonable trade surplus that we wished to maintain. We

now run a damaging deficit that the whole world knows we must correct.

For decades the world has struggled with a shifting maze of punitive tariffs,

export subsidies, quotas, dollar-locked currencies, and the like. Many of these

import-inhibiting and export-encouraging devices have long been employed by

major exporting countries trying to amass ever larger surpluses—yet significant

trade wars have not erupted. Surely one will not be precipitated by a proposal

that simply aims at balancing the books of the world's largest trade debtor. Major

exporting countries have behaved quite rationally in the past and they will

continue to do so—though, as always, it may be in their interest to attempt to

convince us that they will behave otherwise.

The likely outcome of an IC plan is that the exporting nations—after some initial

posturing—will turn their ingenuity to encouraging imports from us. Take the

position of China, which today sells us about $140 billion of goods and services

annually while purchasing only $25 billion. Were ICs to exist, one course for

China would be simply to fill the gap by buying 115 billion certificates annually.

But it could alternatively reduce its need for ICs by cutting its exports to the U.S.

or by increasing its purchases from us. This last choice would probably be the

most palatable for China, and we should wish it to be so.

If our exports were to increase and the supply of ICs were therefore to be

enlarged, their market price would be driven down. Indeed, if our exports

expanded sufficiently, ICs would be rendered valueless and the entire plan made

moot. Presented with the power to make this happen, important exporting

countries might quickly eliminate the mechanisms they now use to inhibit exports

from us.

Were we to install an IC plan, we might opt for some transition years in which we

deliberately ran a relatively small deficit, a step that would enable the world to

adjust as we gradually got where we need to be. Carrying this plan out, our
government could either auction "bonus" ICs every month or simply give them,

say, to less-developed countries needing to increase their exports. The latter

course would deliver a form of foreign aid likely to be particularly effective and

appreciated.

I will close by reminding you again that I cried wolf once before. In general, the

batting average of doomsayers in the U.S. is terrible. Our country has

consistently made fools of those who were skeptical about either our economic

potential or our resiliency. Many pessimistic seers simply underestimated the

dynamism that has allowed us to overcome problems that once seemed

ominous. We still have a truly remarkable country and economy.

But I believe that in the trade deficit we also have a problem that is going to test

all of our abilities to find a solution. A gently declining dollar will not provide the

answer. True, it would reduce our trade deficit to a degree, but not by enough to

halt the outflow of our country's net worth and the resulting growth in our

investment-income deficit.

Perhaps there are other solutions that make more sense than mine. However,

wishful thinking—and its usual companion, thumb sucking—is not among them.

From what I now see, action to halt the rapid outflow of our national wealth is

called for, and ICs seem the least painful and most certain way to get the job

done. Just keep remembering that this is not a small problem: For example, at

the rate at which the rest of the world is now making net investments in the U.S.,

it could annually buy and sock away nearly 4% of our publicly traded stocks.

In evaluating business options at Berkshire, my partner, Charles Munger,

suggests that we pay close attention to his jocular wish: "All I want to know is

where I'm going to die, so I'll never go there." Framers of our trade policy should

heed this caution—and steer clear of Squanderville



Entrepreneurs needed to make items from life science research

10/19/2003 
Buffalo News
By DAVID ROBINSON 

Can an old factory town like Buffalo really change its stripes? 

That's the $150 million question as the Buffalo Niagara region heads up the on-ramp to what local officials hope will be a bioinformatics superhighway bringing the area into the heart of the New Economy. 

There's no doubt that's where the region is heading, a month after construction started on the $150 million life sciences research complex on the Buffalo Niagara Medical Campus. And Friday's announcement that John B. Simpson, a University of California at Santa Cruz vice chancellor, is taking over as the University at Buffalo's new president pushes the region even further down that road. 

Simpson is a bioinformatics guy, and his hiring cements UB's commitment to life sciences. "I'm quite impressed by the way the university has seized this opportunity," he said at his introductory news conference. "This should and will remain a priority of this university." 

But getting to that holy grail won't be easy, and it will take a lot more than just a new research complex and hiring a cadre of industry heavy-hitters and top-notch researchers to lead the way. 

The challenge will be teaching the old factory town the new tricks it needs to learn to get along in the New Economy. 

Tricks that will attract a new class of entrepreneurs and managers with the skills and know-how to take the advances that hopefully will come out of the life sciences research and turn it into businesses that can grow and prosper here. 

Tricks that will attract venture capital and investment to a region that now barely causes a ripple in the national pool of money that helps fund new businesses and give others the resources needed to grow. 

And the biggest trick of all will be to bring all of that together so that it spawns solid, growing businesses that put down roots here. 

"There certainly is an issue of do we have entrepreneurs in this community who can readily capitalize on this," says Alan
Olhoeft, who has dual roles as director of entrepreneurial services director at the Erie County Industrial Development Agency and as chief operating officer of BuffLink, a local group working to develop the life sciences industry here. 

"We need to try to marry the scientist with the entrepreneur who can create the enterprise," he says. "There is a potential gap there that we need to fill." 

There could be a money gap, too, because there's a chronic shortage of venture capital in upstate New York. Pete Grum, the president of Rand Capital Corp., a Buffalo venture capital firm, is confident that good ideas will attract enough money. 

But Olhoeft thinks wealthy local investors will need to be brought up to speed on the life sciences opportunity because venture capital firms tend to invest within their own regions. That money also might have to be supplemented with government grants and funding, he says. 

There's a lot at stake here, because if the Buffalo Niagara region can't come up with the entrepreneurs who can run with the advances spawned by the research in Western New York, risk-takers from other places will fill the void. 

If those products end up being made elsewhere, the life sciences push will still bring to Western New York a nice stream of royalties for the research center and its supporters and hundreds of good-paying research and support jobs. 

But the other big payoff comes from the companies that produce those products. If that production heads elsewhere, the Buffalo Niagara region will miss out on what it really needs most - a bonanza of jobs and a new core of businesses in a growing market. 

So a lot hinges on whether the region can develop a new class of entrepreneurs and managers who know how to succeed in the New Economy - something that officials at BuffLink say is in short supply. 

That's where Olhoeft's entrepreneurial services network comes in, to hopefully lay the groundwork for the changes that could be coming if the push into life sciences bears fruit. 




Geographic Network Effects
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Sunday's Washington Post has a fascinating story about the battle between brain-drain and brain-gain cities [via Interesting People]. In essence, smart entrepreneurial people like to hang out with other smart entrepreneurial people. And whereas Cleveland was the center of cutting edge technology at the turn of the 20th century, these days it's Seattle, Austin and Silicon Valley.

While the article never uses the words "network effect," it clearly describes an increasing return to the value of moving to where the other smart people are. And given that this movement results not from business capital efficiency (which has typically driven such geographic shifts) but instead from individual quality of life decisions, the trend is uncharacteristic of recent times:

The winner-take-all pattern of the past decade differs substantially from the Rust Belt decline and Sun Belt growth of the 1970s and '80s. Then, manufacturing companies moved south in search of a low-wage, nonunion workforce. Now, talented individuals are voting with their feet to live in cities where the work is smart, the culture is cool and the environment is clean. 

Migrants on the move to winner-take-all-cities are most accurately identified by education and ambition, rather than by skin color or country of birth. They are part of a striving class of young Americans for whom race, ethnicity and geographic origin tend to be less meaningful than professional achievement, business connections and income.

One of the more enjoyable fads to watch in the 90's was every city's desire to create a silicon-based moniker... Silicon Alley and Silicon Hills were probably the two best remembered (New York and Austin, respectively) but every city from Baltimore to Bombay came up with something.

As has become tremendously evident to those cities, you can't just build a Silicon Valley overnight. Besides building the culture of entrepreneurialism (i.e., failure-friendly), it's about creating a steady flow of new talent and youth as well as a mix of new cultures and ideas. It's never been a secret that major hotbeds of entrepreneurial activity are centered around major universities. But now it is clear that cities can establish "lock-in" as long as they continue to let that culture grow.





Term Sheet For Convertible Promissory Notes

by Alex Wilmerding, Aspatore Books Staff, 11/4/2003
The number one takeaway from introductory business school finance courses is that debt is typically less expensive than equity. This is generally the case for established businesses that can comfortably service debt from cash flow and thereby access additional capital at a market rate without diluting equity holders. For companies that are not yet cash flow positive and are in early or expansion stages of growth, debt-like facilities or leverage can take on several forms, each of which will be explored in this chapter. Depending on its form and the attendant expectations of investors, debt can create a host of costs and obligations for entrepreneurs. For this reason, entrepreneurs need to assess the trade-offs involved in leveraging the capital structure of their company and the possible implications for equity holders. 

The terms and obligations attendant to various forms of debt that are made available to growing private companies are as specialized as those related to equity. This chapter will explore the different types of debt or debt-like financing and the typical terms associated with them that entrepreneurs need to consider. This chapter will review the universe of issues surrounding leverage for growing, venture-backed businesses that are not yet cash flow positive and conclude with an analysis of a form of term sheet used by a venture firm to propose one of the more common forms of debt to companies - the convertible promissory note, or what is often called "bridge financing." 

VC Experts has teamed up with Aspatore Books to reprint some of the more salient sections of Alex Wilmerding's book Deal Terms, The Finer Points of Venture Capital Deal Structures, Valuations, Term Sheets, Stock Options and Getting Deals Done. This excerpt features a: 

Term Sheet for Convertible Promissory Notes
The following term sheet is an example of a form used by venture investors to propose a syndicated round of convertible promissory notes for a company. In each section of the term sheet, an explanation appears in italics detailing the purpose and rationale behind the language in that section.

Case Study:
Company, Inc. Summary of Terms for 

Convertible Promissory Notes
	Issuer:
	Company, Inc. ("Company").

	Investors:
	Venture Firm One or affiliates, Venture Firm Two or affiliates and others (the "Investors") 

Author's note: Most forms of term sheets include the names of the "lead" investor(s) as well as reference to "others," thereby leaving open the opportunity to other investors to participate. The term "affiliates" is included to accommodate the various funds that are associated with a firm and that may invest together the total amount a firm commits to a financing.

	Type of Security:
	Convertible Promissory Notes ("Notes"). 

Author's note: Convertible promissory notes are notes that serve as debt but convert under the terms of the financing. Notes can convert to equity automatically upon a certain event or at the discretion and choice of the note holder, terms that will be stipulated in the "Conversion Rights" section of the term sheet.

	Closing:
	It is anticipated that the Closing will occur on or about [Month] __, 2002, or as soon as possible thereafter.

	Security:
	The Notes will be a secured senior obligation of the Company, secured by all assets (including intellectual property) of the Company. 

Author's note: Notes are not always secured, but when secured can be secured broadly, as in this case, or by specific assets of the company. Should secured notes come due and the company be unable to pay them or renegotiate payment terms, note holders take ownership of the assets of the company.

	Principal Amount of Notes:
	Up to $500,000, to be advanced from time to time as needed, to be determined by the holders of a majority in interest of the Notes following a request by the Company. 

Author's note: Principal can be paid in at one time at one closing or in multiple closings. The mechanics of a financing can allow that commitments can be received for one amount, and then multiple draw-downs of capital "called" as the company requires them. While this approach is clearly more complicated than one single closing, it can provide the company with more flexibility, should the company anticipate other sources of liquidity - a large pending contract, for example - that could satisfy the company's capital needs and prevent it from having to draw any additional capital.

	Term of Notes:
	The Notes shall be due and payable on [Month]__, 2002, subject to extension by the holders of a majority of principal amount of the Notes to [Month]__, 2003. 

Author's note: Extensions set expectations both for note holders who, in purchasing a minority of notes will need to follow the lead of the majority in a decision whether to extend or to "call" notes, and for the company.

	Rate of Interest:
	Eight percent (8%) per annum, payable at maturity. 

Author's note: Whereas "Prime Plus 1%" is not uncommon as a standard for notes of this nature, it is less likely to be adhered to when Prime is below 8%. 

	Conversion Rights:
	Notes plus accrued interest to the date of conversion may be converted by an Investor at any time into Series ___ Units of the Company at a 15% discount or may, at the Investor's option, convert into shares of the Company's securities issued in the next round of financing that is greater than $1,000,000 (excluding the Notes) (the "Next Round Financing") subject to the terms and conditions of the Next Round Financing; provided, however, if holders of a majority in interest of the Notes convert their Notes, all Notes shall automatically convert at such time on the same terms and conditions as the Notes of the holders of a majority in interest of the Notes. 

Author's note: The rate at which notes may convert into a subsequent round of financing will vary depending on the risk associated with the bridge financing. In this round, the notes are discounted by 15%.

	Prepayment:
	The Notes may be prepaid in their entirety, at any time, without premium or penalty. 

Author's note: The pre-payment clause gives the company the right to pay down the notes, providing it with the ability to relieve itself of the note obligation.

	Use of Proceeds:
Options:
	The proceeds from the sale of the Notes will be used for general corporate matters. 

_______ additional options shall be created and granted at the discretion of the board to employees

Author's note: Every financing is dilutive to existing shareholders. Because the terms as outlined under the "Conversion Rights" clause typically result in additional dilution, the note holders may propose issuance of additional options to "protect" certain members of management from dilution. Whereas the dilution associated with bridge financing may "penalize" a company that has failed to perform, additional options may be appropriate particularly for those members of management who may not be directly responsible for the company missing its targets and who would otherwise be demoralized by the dilution. 

	Pro Rata:
	Each holder of Series ___ Preferred shall be entitled to purchase Notes in an amount necessary for such holder to maintain his/its percentage ownership of Series ___ Preferred (on a fully diluted basis). 

Author's note: It is typical that existing preferred stockholders be offered the right to invest in proposed notes for several reasons. First, when other sources of capital are scarce, their capital is attractive. Second, the terms of a bridge financing may be significantly attractive enough to create a conflict between the note holders and the provisions of the preferred, should each member of the preferred be prevented from participating. Third, even when members of the Preferred may be unable to participate, the offering protects those who do participate from future legal action.

	Existing Notes:
	All promissory notes issued by the Company for funds advanced to the Company previously shall be amended to provide that the terms of such notes will be the same as the Notes and shall provide for conversion in accordance with their terms in the event of conversion by the holders of a majority principal amount of notes of like tenor. 

Author's note: The senior class of notes which are to be created further to the terms of this term sheet will want to be certain that any existing notes follow the lead of a new class of notes. This is stipulated so that in the event of a future financing or conversion mandated by an event considered in the best interest of new note holders, the old note holders do not serve as an obstacle to such action.


	The Purchase Agreement:
	The purchase of the Notes will be made pursuant to a Note Purchase Agreement drafted by counsel to the Investors. Such agreement shall contain, among other things, appropriate representations and warranties of the Company, covenants of the Company reflecting the provisions set forth herein and other typical covenants, and appropriate conditions of closing. Until the Purchase Agreement is signed by both the Company and the Investors, there will not exist any binding obligation on the part of either party to consummate the transaction. This Summary of Terms does not constitute a contractual commitment of the Company or the Investors or an obligation of either party to negotiate with the other.

	Expenses:
	The Company and the Investors shall each bear their own legal and other expenses with respect to the transaction, provided that if a sale of the Notes occurs, the Company shall pay the reasonable fees and expenses of one counsel to the Investors.
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